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The Multinational
Corporation and
SFAS No. 8
Repeal, Retain, or Modify

By Claudia I. Price

the tax consequences and report the
significance of conversion versus
translation gains and losses, provid
ing a more accurate representation
of the actual effect of foreign ex
change fluctuations on the en
terprise.

Current Rate Method
The current rate method (1) gives a
better economic representation of a
foreign company’s current status
than the temporal method (2) cur
rently required. It is also faster,
easier, and cheaper to apply and
maintain financial statement rela
tionships. However, current rates are
not presently permitted for U.S. com
panies, and foreign currency trans
actions and financial statements
cannot be reported on the current
basis and still be compared to U.S.
companies who report a major part
of their assets on a historical basis.
Since use of the current rate method
would require a change in current
accounting measurements, its use is
not considered as a possible alterna
tive in this paper.

Exchange Gains and Losses
The expansion of international
business activities by United States
companies, the devaluation of the
dollar, floating exchange rates, and
diverse accounting methods
necessitated the establishment of
some criteria for translating foreign
currency transactions and financial
statements. The promulgation of
Statement No. 8 by the FASB initi
ated much controversy, especially
among multinationals who feel that
conformance with SFAS-8 “in
creases the volatility of their com
panies’ reported profits, confuses in
vestors, and, consequently, puts a
damper on stock prices.” [Snyder,
1977, p. 85]
Though compliance with SFAS-8
has affected the foreign exchange
risk management of multinationals,
it has standardized translation of
foreign currency transactions.
Before SFAS-8, the need for com
parability was evident when multina
tionals employed a wide variety of
methods to determine exchange
gains and losses. However, SFAS-8
has initiated another form of discrep
ancy. In order to alleviate the wide
fluctuations in earnings caused by
offsetting translation gains and
losses against income, the manage
ment of many multinationals has at
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tempted to circumvent the effects of
SFAS-8 on reported earnings. Since
these efforts are channeled towards
changing the accounting effect of
foreign holdings, the economic con
sequences are sometimes ignored.
Actual costs are sometimes incurred
to negate the effects of accounting
rules rather than economic ex
posure. If accounting standards
cause management to make deci
sions solely on the basis of more
favorable measurements, then the
purpose of accounting for that en
terprise’s activities is frustrated.
Therefore, Statement No. 8 should be
modified to require the separate dis
closure of translation gains and
losses from conversion gains and
losses. This will allow analyzation of

Usage of the current rate
ignores current accounting
standards.

The FASB bases its support of im
mediate recognition of exchange
gains and losses on reporting prop
erly the results of foreign currency
fluctuations ‘‘at the time it occurs” to
avoid impracticalities in implemen
tation that occur under the onetransaction view, and to include
translation gains and losses in net
income “in accordance with the allinclusive income statement pres
ently required.” [para. 183] Immedi
ate recognition is considered by
some to be a major source of confu
sion concerning the earnings of
multinationals. However, there has
been no evidence of any significant
effect on stock prices. In fact, Synder
points out that studies have shown
that “on average, earnings changes
produced by accounting are not as
sociated with changes in stock
prices—except when the difference
in earnings results in a difference in
taxes paid.” [1977, p. 88] This is sub
stantiated by Rodriguez ’s survey of
seventy multinationals, showing the
impact of SFAS-8. In 1976 when
Statement No. 8 became effective,
only twenty-three of the firms sur
veyed announced that the adoption
of SFAS-8 would have a material im
pact on their earnings. To ten of the
twenty-three, the material impact
represented less than five percent of

Some opponents of the Statement
assert that the earnings fluctuations
caused by the recognition of transla
tion gains and losses do not properly
Immediate recognition of
reflect economic reality. They also
translation gains and losses
contend that immediate recognition
ignores the going concern
of translation gains and losses ig
concept.
nores the going concern concept.
Since translation is necessary in
order to consolidate a foreign sub
sidiary’s financial statements, and
since exchange gains and losses
will occur under any translation
the year’s earnings. Of the seventy method, these unrealized gains and
multinationals surveyed, only one losses must be measured and re
company experienced a “depressing ported. The Board questions the
impact’’ on earnings when changing relevance of the distinction between
from historical to current rates to realized and unrealized gains and
translate foreign debt. Finding that losses. The FASB reasons that if
less than one-third of the companies conversion is the criteria for realiza
were significantly affected by tion then “all of a foreign operations
SFAS-8, Rodriguez concludes that unremitted earnings must be con
SFAS-8 “does not appear to have sidered unrealized.” [para. 187]
significantly changed the earnings
The Committee on International
reports of most U.S. multinationals.” Accounting of the AAA defines
[1977, p. 40] Alan Teck, vice presi realization as a “significant, inde
dent in charge of Chemical Bank’s pendent objective, and verifiable cri
foreign exchange advisory services, tical event.” Then, if the measure
echoes Rodriguez ’s findings, “inves ment of an asset or liability is
tors seem to take little notice: we “affected when exchange rates
have not seen any change in P/E change, then it would appear that
ratios due to foreign exchange the requirements of the realization
movements, nor any movement away postulate are satisfied when such
from companies showing big foreign exchange rates do change.” [Report
exchange losses.” [Business Week, of the Committee on International
1976, p. 40] Finally, the SFAS study Accounting, 1975, p. 73] Therefore,
conducted by Dukes [December, recognition is appropriate for
1978] confirmed that there is no sig unrealized exchange gains and
nificant effect on market prices of losses, and the only way to give an
common stocks of multinationals accurate representation of a foreign
because of compliance with State subsidiary’s current status is to im
ment No. 8. These observations sig mediately recognize the gains and
nify that the sophisticated investor losses, even though fluctuations in
understands the information re income do occur. To recognize these
ported in the translated statements, paper gains and losses “in other
and that s/he looks beyond the ran periods obscures what has occur
dom fluctuations and considers their red,” because the exchange ex
significance and ramifications in posure which some assets and
light of the disclosures in the state liabilities have, if not recognized im
ments.
mediately, “fails to contrast an eco
nomic difference’’ between the
assets and liabilities denominated in
a foreign currency and those
denominated in dollars. [para. 181]
These economic differences be
Immediate recognition is
tween foreign and domestic opera
considered by some to be a
tions must be presented in the finan
cial statements so that analysis by
major source of confusion
investors is possible. Therefore,
concerning the earnings of
Deupree’s objection to the recogni
multinationals.
tion of translation gains and losses,
because there has been “no discern
able value deterioration ” or ap
preciation [1978, p. 25] from the

The separate disclosure of
exchange and conversion
gains and losses in the
income statement gives a
more accurate measure of the
enterprise’s performance.

change in the exchange rate, has no
bearing on the need to report a sub
sidiary’s exposure. Investors and
creditors must be able to compare a
foreign subsidiary with a domestic
company, knowing that the foreign
subsidiary is susceptible to volatile
exchange rate fluctuations.
Though the realization of transla
tion gains and losses should not
determine their disclosure in finan
cial statements, exchange gains and
losses and conversion gains and
losses should be differentiated for fi
nancial statement analysis. An investor/creditor should be able to
analyze the translation gains and
losses which have been realized, as
well as those which may never affect
a company’s performance. For ex
ample, a parent and a foreign sub
sidiary which has no transactions
outside its own country (excluding
dividend payments) will remain
unaffected by the translation gains
and losses (ignoring dividend pay
ments), which must be recorded by
the parent upon consolidation, until
the foreign subsidiary is liquidated.
The separate disclosure of ex
change and conversion gains and
losses in the income statement and
in EPS gives a more accurate
measure of the enterprise’s perform
ance. Then there can be a better
analysis of the enterprise’s risk and
earnings by the users of financial
statements, and management of
multinationals is not forced into
strategies based on minimizing ac
counting exposure and fluctuating
earnings.
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Costs of Implementation
Adherence to SFAS-8 will cause
multinationals with large inventories
to have an increase in recordkeep
ing costs, because records of the
production date and exchange rates
are necessary to translate inventory
at lower of cost or market. However,
an increase in recordkeeping costs

The cost which they incur
through hedging may not be
warranted.

is not a valid determinant in the es
tablishment of the translation
method for inventory or for the estab
lishment of any other accounting
standards. The translation of all in
ventories at lower of cost or market
disregards the liquidity of certain in
ventories by ignoring the effect of ex
change rate fluctuations on some in
ventories. Standardization of
translating inventories cannot
enhance comparability between
firms when inventories are not com
parable before the translation.

Disclosure
Statement No. 8’s requirement that
monetary items be translated at the
current rate and non-monetary
assets and liabilities be translated at
the rate of exchange on the day they
were acquired has caused many
United States multinationals to have
an exposed liability position. Snyder
asserts that “when a manufacturing
company records a translation gain
in any quarter, it will probably show
reduced operating income in subse
quent quarters.” This can occur
because of the company’s exposed
liability position; monetary liabilities
are usually greater than monetary
assets because inventories, a non
monetary item, are often financed by
local borrowing, a monetary liability.
Then when a foreign currency is
devalued, a translation gain is
recorded from holding monetary
liabilities, but inventories remain at
their historical cost. Snyder con
tends that in subsequent quarters,
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when these inventories are recorded
as cost of goods sold, the “subsidi
ary’s profit margin will shrink.” [p.
85] Under SFAS-8’s requirements,
sales will be translated at the current
rate, which in this case would be
lower, and cost of goods sold will be
translated at the historic rate, which
would be higher, therefore, the
operating profit of the company
would be less in the period that the
inventories are sold even though a
previous quarter had shown a
translation gain. Statement No. 8
counteracts this by allowing such
subsequent effects on the income
statement to be circumvented “if
practicable” by describing and
quantifying them. Of course, distor
tion under Statement No. 8 is possi
ble, for as Pleak acknowledges
“given the right circumstances, any
of the translation methods are able
to cause distortion of the financial
facts.” [1977, p. 13]
Another argument extended by op
ponents of SFAS-8 is the mandatory
use of the balance sheet date for the
translation date, whether or not it is a
reflection of the trend in exchange
rates. Referring to this “yo-yo effect,”
Deupree insists that the users of fi
nancial statements have “no firm
basis on which to judge the trend of
the company’s results of opera
tions.” [p. 24] However, Statement
No. 8 states that “disclosure may be
necessary” for the “estimated effect”
of an exchange rate change subse
quent to the issuance of the financial
statements. [para. 225] This stipula
tion and the disclosure of the ag
gregate exchange gain or loss ena
bles the sophisticated user of the fi
nancial statements to view the
results of the company’s operations
in its proper context.

The management of many
multinationals has attempted
to circumvent the effects of
SFAS-8 on reported earnings.

Foreign Exchange Risk
Management
Proponents of SFAS-8 assert that
many companies object to Statement
No. 8 because now management is
no longer able to manage reported
earnings. As some opponents of
SFAS-8 fear, many multinationals
who once pursued prudent econom
ic exposure policies are now at
tempting to smooth their income by
hedging, believing that the market
will react to the random fluctuations
caused by the unrealized gains and
losses shown on their income state
ments. Though as many multina
tionals realize, the cost which they
incur through hedging may not be
warranted. Some multinationals
have tried concentrating their
liabilities in weak currency countries
and cutting debt in those with strong
currencies. The results of some
multinationals’ desire to minimize
exposure has affected long-term in
vestment, pricing strategies, and ex
pansion, even though Dukes re
ported that the stock market’s
response to compliance with the
Statement is statistically insignifi
cant.
The extent of SFAS-8’s influence
on the management of multina
tionals is evidenced by the findings
of Evans, Folks, and Jilling in a
research study initiated by the FASB.
The study sought the Statement’s
economic impact on the foreign ex
change risk management practices
of American multinationals. Since
SFAS-8 became effective on January
1, 1976, risk factors have become
more influential in management’s
long-term planning:
(1)lncreased borrowing in
weaker currencies,
(2)lncreased hedging to allevi
ate accounting exposure,
(3)Accelerated dividend flows
from weak currency foreign
subsidiaries to reduce ac
counting exposure, and
(4)Curtailed foreign investments
because of exchange risk fac
tors.
The FASB maintains that “ac
counting should not give the impres
sion that rates are stable.” [para.
199] While it is true that the purpose
of accounting is not to provide a
smoothing effect of revenue and ex
pense, giving only the trend, it is also
true that the influence of accounting
measurements on financial report-

ing should not be so great that man
agement is forced to adopt subop
timal policies to circumvent the
effects of compliance with GAAP.
Such accounting principles cannot
give an accurate measurement of an
enterprise’s performance. As evi
denced by the findings of Evans,
Folks, and Jilling, compliance with
SFAS-8 has caused the management
of many multinationals to react to
their fluctuating earnings and ac
counting exposure by trying to
negate the ramifications of ex
change risk factors in their longrange plans.

Conclusion
SFAS Statement No. 8 provides
standardization, while forcing com
panies to recognize the risks in
volved when operating on an inter
national basis. Companies cannot
report their foreign operations as if
there were only U.S. operations with
no transactions susceptible to the
risks of foreign currencies and float
ing exchange rates. SFAS-8 has
taken away the smoothing of earn
ings that occurred from using a
reserve account for exchange fluc
tuations and has made the earnings
of multinationals subject to fluctua
tions in exchange rates, better iden
tifying a company’s risk potential.
Though “over the long pull, SFAS-8
may make little difference to a firm’s
profits as positive and negative ad
justments offset each other,” [Merj
os, 1977, p. 25] compliance with
SFAS-8 has affected multinationals’
investment decisions, dividend
policies, and sources and extent of
borrowing. Insufficient disclosure
concerning realized and unrealized
translation gains and losses, has
reduced the effectiveness of finan
cial statement analysis.
Suggested solutions for rectifying
the effects of SFAS-8 include using
the current rate, recording inventory
at the current rate, deferring transla
tion gains and losses, etc. Each sug
gested solution ignores other
aspects of reporting the enterprise’s
performance. Usage of the current
rate ignores current accounting
standards, recording all inventories
at the current rate assumes all inven
tories are equally susceptible to ex
change rate fluctuations, and using
a reserve merely smooths the re
ported income, while ignoring the
significance of the translation gains
and losses in any one fiscal period.
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The FASB has reached
tentative conclusions for
amending SFAB-8.

Modification of SFAS-8 to require
the separate disclosure of exchange
and conversion gains and losses
aids evaluation and forecasting of
risk and earnings potential by the
users of financial statements. Sepa
rate presentation of unrealized
translation gains and losses in in
come and EPS will alleviate much of
management’s concern for volatile
earnings and accounting exposure,
so that exchange risk factors are no
longer a major determinant, or in
some cases a surrogate, for econom
ic factors in long-term planning.

NOTES
1. Under the current rate method all assets
and liabilities are translated at the rate of
exchange prevailing at the translation
date.
2. Under the temporal method the translation
process and rates applied are determined
by the accounting principles used in the
valuation of the assets and liabilities. For
example, assets measured at original cost
would use a historical rate, while assets
measured at replacement cost would use
a current rate.
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Editor’s Note
In a recent meeting, the FASB reached
some tentative conclusions on amending
SFAB-8. In general:
The Board believes that a current rate
method will achieve objectives.
In certain cases, it may be appropriate to
measure a foreign entity’s assets and
liabilities in U. S. dollars or some other foreign
currency.
Nonmonetary assets and related expenses
of foreign entities operating in hyper-inflation
ary economies should be restated prior to
translation.
Adjustments related to unsettled foreign
currency translations should be recognized in
income currently unless certain conditions
exist.
In most cases, adjustments should be re
ported as a separate component of
stockholder’s equity.
The FASB will issue an exposure draft on
foreign currency translation. [Arthur An
dersen & Co.]
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